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The core idea of the paper is to empirically assess the effect of Euro-Dollar Exchange 
rate on chosen macroeconomic variables, like, real output, price level, and money supply of 
Pakistan. We applied VAR based approaches to find the relation among the said variables 
due to high reliance on United States dollar; the results are apparent that there is no significant 
impact of Euro and US dollar exchange rate on the selected macroeconomic variables, GDP, 
CPI and money Supply of Pakistan. 
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The selection of exchange rate preparations has long been a debatable concern in international economics 
and finance. According to traditional view, the extent to which an economy responds to foreign shocks 
depends on the exchange rate which actually characterizes the economy. There are two types of exchange 
rate systems first is the fixed exchange rate system that expresses the economy to independent shocks, 
and the second is floating or flexible exchange rate system which automatically adjusts the economy 
from foreign shocks. Most economists prefer floating exchange rate system that allows running their 
own stabilization policies. However, in fewer situations fixed exchange rate system may prefer for 
greater stability, the introduction of flexible exchange rates since the end of the Bretton Woods system 
there are no any example that completely insulate from foreign shock but in long run. Lastrapes and 
Korey in 1990 analyzed the impact of foreign shock across countries regardless of exchange rates system. 
The risks related with impulsive exchange rates are viewed as major impediment for countries 
that attempt to build up by export growth approach and monetary liberalization. Therefore, many 
countries, especially small developing countries, have a tendency to stabilize their exchange rates against 
the other foreign currencies like US dollar and Euro. 
Khalifa H. Ghali (2000) empirically tested the export led growth hypothesis using Tunisian 1965-
1999 time series data. He used Johansen co integration model for long run relation between trade and 
economic growth he is also used Granger causality test for his finding which shows positive correlation 
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Mansoor H. Ibrahim (2006) analyze empirically the yen-dollar exchange rate impact of 
macroeconomic variables on Malaysian economy the result shows that yen-dollar exchange rate highly 
correlated with Malay economic aggregates 
At this juncture policy makers focused on stabilizing real effective exchange rate in less 
developing countries and makes an arrangement of exchange rate according to condition of 
macroeconomic aggregates of the country. Asian, Latin American and African countries support the view 
that the relationship between real exchange rate situation and economic performance. Empirically, there 
are many studies that analyze the output impact on exchange rate fluctuations, especially for developing 
countries. Econometric techniques may be use full to highlight this kind of research. 
Looking at Pakistan’s foreign trade it is found that trade gap increasingly increased throughout 
the trade history see appendix. Last year it was found a decline in trade gap, but that was not affected on 
exports, the decline shows the impact of real exchange rate which was due to the world financial crises 
and oil prices shocks which caused to increase world commodity price. 














Economic survey of Pakistan 2008-09 
 
Table exhibits the Pakistan major export sources (Percentage share) 
 
Economic survey of Pakistan 2008-09 
 
Trade to GDP ratio in Pakistan is very low, even not similar to the small developing countries 
due to lack of development in export region, absolute technology, no value addition, energy shortage, 
political instability, no diversification in international market and international terms of trade also 
barriers of Pakistan trade volume. 
United states is a big trading partner of Pakistan, and more than eighty percent international trade 
transactions are made in terms of dollar, above mentioned tables shows the import and export volume 
region wise, this study will prove whether the empirical result support traditional theoretical approaches 
or not. Section 2 highlights the econometric approach and section 3 shows the data source, section 4 





2. Econometric Approach and its Justification 
Vector autoregressive (VAR) based co-integration (Johansen 1988) and (Juselius 1990), variance 
decomposition and impulse response function techniques have use to analyze the influences of the Euro-
dollar exchange rate on the Pakistan’s economy. Vector autoregressive model, which is a system of 
reduced-form equations treating all variables in the system as endogenous. The VAR model captures 
empirical regularities of data and also curtails the theoretical restrictions that imposed on the system. 
Augmented Dickey-Fuller (ADF) and Phillips-Perron (PP) unit root tests are used to check 
stationary of series. For bi-variate model we use Engle Granger (1987) cointegration but in case of 
multivariate model if order of series is at same level we use Johansen co integration VAR-based 
technique other wise economist prefer to use ARDL (auto regressive distributed lag model). Johansen 
developed two test statistics to determine the number of co integrating vectors first is trace eigen test and 
second is maximal eigen test. The first statistics’s null hypothesis is that there are at most thus r co 
integrating vectors against a general alternative, and the second test is based on the null hypothesis, 
number of co integrating vectors is r against the alternative hypothesis that it is r + 1. 
The VAR based Johansen co integration model: 
Xt is an n × 1 vector of variables, Ao is an n × 1 vector of constant terms, A k is an n × n matrix 
of coefficients, et is an n × 1 of residual term having zero mean, and p shows auto regression order. To 
estimate the VAR based cointegration model, we specify the lag length criteria of VAR (i.e., p) that the 
errors are serially uncorrelated, in line with the Johansen and Juselius long run relation test. 
After cointegration test we used VAR based technique variance decomposition and impulse 
response specification, impulse response functions generated from a VAR based VECM tend to imply 
the effects of shocks are permanent or temporary and trace the directional responses of a series to a one 
standard variation shock in other series. The variance decomposition shows the percentage of a variable 
predicts error variance attributable to its own innovations and innovations in other variable. 
 
 
3. Data Sourse 
Time series annually data for the period 1960–2004 was collected and taken natural log of all our 
considering variables LGDP, LCPI, LM1, LERUS, and LPKUS. Real gross domestic product (LGDP) 
and consumer price index(LCPI), money supply(LM1), Euro exchange rate(LERUS) and Pakistan US 
dollar exchange rate (LPKUS) respectively. All variables are expressed in natural logarithm. 
Data is collected from world development indicator, international financial statistics software and 
hand book of Pakistan economic survey 2008-09. 
 
 
4. Emperical Results 
The development in the field of econometrics explains that most of economic variables are non- 
stationary as said above. The result of such kind of regression is spurious and unreliable if the series are 
not found stationary therefore we can say integrated on different order. So it’s significant to check 
stationary of time series data before checking the long run relationship between these variables, ADF 
and PP unit root test have used to check stationary in the time series, the results are mentioned in the 
below table-1 
 
Table 1: Augmented Dickey Fuller (ADF) and Phiilips Perron (PP) Unit Root test 
Variables ADF 
Level First Differnce 
PP 






























































*show values are significant at 5 % level 
 
The results accept our null hypothesis at a level and reject it at first difference, and suggest that 
there is no stationary in all our series, all variables are stationary at a level and non stationary at a first 
difference in other word all our chosen variables are integrated of order 1or I(1). First we use Augmented 
Dickey fuller method this test captures the serial correlation problem by taking dependent variable lag 
as independent variable equation of ADF is: 
k 
X t  0  1Xt -1  ∑  j Xt - j  t 
j 1 
We have also confirmed our results with the help of Phillips Perron unit root test. ADF and PP 
both test suggesting the integrated of order 1 or I (1), analyzing the stationary in the series, result shows 
that the data is integrated at order 1 next step is to check the co-integration among the variables for this 
purpose we have used the Johansen co integration test, Johansen develops two test statistics: Trace 
statistics ((trace) and maximum eigen statistic (max). The results of cointegration tests are in Table-2. 
 
Table 2: Johansen-Juselius cointegration 
 
Hypothesized 
No. of CE(s) 
Ho R=0, H1 R=1 
Ho R>1, H1 R=2 
Ho R>2, H1 R=3 
Ho R>3, H1 R=4 


















































*significance at 5% level 
Note: r represents number of cointegrating vectors and k represents the number of lags in the unrestricted VAR model. 
 
Johansen-Juselius test results are positive so presenting non-causality between our variables for 
further analysis we apply impulse response function and variance decomposition. 
The results suggest the presence of cointegration, long run relationship among the variables, trace 
statistics ((trace) and maximum eigen statistic (max) both criteria show same finding. under consideration 
permits us to estimate the VAR using the variables in level. From the VAR model we generate variance 
decomposition and impulse response functions on the bases of inference. 
We have used Cholesky factorization as suggested by Sims (1980) to recognize the shocks in the 
VAR structure. Order of the chosen variables is in the following way: LERUS LPKUS LGDP  LCPI 
LM1, ordering reflects our argument of the relative independency or dependency of these variables. The 
euro dollar exchange rate should be most exogenous to other variables. 
To analyze whether our ordering is on a right path, we calculate correlations among the shocks in the 
VAR, 
 
Table 3: Shows the correlation Results of our chosen variables. 
 
 
The result of correlation exhibits very low correlations in among our selected variables but 
Euro exchange rate with GDP and CPI are a little considerable. 
 
Table 4: Variance Decomposition and Impulse Response Function When Euro and Dollar as Exogenous 
 
 
Variance decomposition results shows there is no significance relation between the variables 
which have shown in the above table while dollar-euro exchange rate have no significant on Pakistan 
macroeconomic aggregates. 
After the sixth period CPI 23 percent, GDP 11 percent, money supply 9 percent and exchange 
rate 1 percent variation show which is negligible and insignificant. Impulse response shocks support our 























































































































































































IMPULSE RESPONSE FUNCTION 


















Response of LERUS to LERUS 
 
 






















Response of LGDP to LERUS 
 
 















Response of LCPI to LERUS 
 
 




















Response of LM1 to LERUS 
 
 




















Response of LPKUS to LERUS 
 
 
1 2 3 4 5 6 7 8 9 10 
  
When we look at the impact of Euro fluctuation on GDP it is reported for only 10 to 17 percent 
approximately and no shock occurs from period 1 to period 10 Which is negligible When we look at the 
impact of Euro fluctuation on money supply it is reported for only 0.06 to 15 percent approximately and 
no shock occurs from period 1 to period 10 Which is negligible. When we look the impact of Euro 
fluctuation on CPI it is reported for only 3 to 7 percent approximately from period 1 to period 10 which 
is negligible the after 4th period the effect of shock dies out with fluctuation of 5 to 6 percent. Our overall 




5. Conclusion and Policy Recommendation 
5.1. Conclusion 
It is found during the study that there is no significant impact of Euro and US dollar exchange rate on 
Pakistan’s macroeconomic chosen variables, gross domestic product (GDP), money supply (M1), 
average inflation (CPI), Pak rupee and US dollar exchange rate. Being a small open economy as well as 
low trade volume and heavy reliance on United States dollar has insignificantly impact on  Pakistan’s 
economy. 
 
5.2. Policy Recommendation 
 To diversify export markets to those countries with which Pakistan made aggrements of free  trade 
other than major trading partner United States etc 
 The local productive capacity should be integrated with global supply chain Technology level 
should be acquired and upgraded which may be usefull to switch over from low value export to 
high value export 
 Design the tariff policy considering the structure of value addition in many industries 
 Motivate the foreign investor to explore export potential of mineral sector and agro-processed 
Exports. 




[1] Khalifa H. Ghali Export Growth and Economic Growth: The Tunisian Experience, J. King 
Saud Univ. Vol 12 Admin Sci (2) pp 127`140 (A.H 1420/2000) 
[2] Fajnzylber (2005), “Close to Home” The Development Impact of Remittances in Latin 
America”, World Bank 
[3] Harrison, (1996), Openness and Growth: A Time-Series, Cross-Country Analysis for 
Developing Countries”, Journal of Development Economics, v48, n2 (March 1996): 419-47. 
[4] Bahmani-Oskooee, Mohsen. 1998. "Are Devaluations Contractionary in LDCs?" Journal of 
Economic Development 23, no. 1: 131–45. 
[5] Engle, Robert F., and Clive W. J. Granger. 1987. "Co-integration and Error Correction: 
[6] Representation, Estimation, and Testing." Econometrica 55, no. 2: 251–76. 
[7] Faust, Jon, and Eric M. Leeper. 1997. "When Do Long-Run Identifying Restrictions Give 
Reliable Results?" Journal of Business and Economic Statistics 15, no. 3: 345–53. 
[8] Phillips, P. C. B., Hansen, B. E. (1990). Statistical inference in instrumental variable regression 
with I (1) Processes. Rev. Econ. Studies 57:99–125 
[9] Guie, Lee H., and Julia Goh. 2003. "Yen on the Rise." Investors Digest, October: 23–26. 
[10] Hall, Stephen George. 1989. "Maximum Likelihood Estimation of Cointegration Vectors: An 
Example of Johansen Procedure." Oxford Bulletin of Economics and Statistics 51, no.2: 213- 18. 
[11] Johansen S, 1995, “Likelihood-Based Inference in Co-integrated Vector Autoregressive Models. 
Oxford University Press: Oxford. 
[12] Johansen S. and K. Juselies, 1990, “Maximum Likelihood Estimation and Inferences on Co- 
integration” Oxford Bulletin of Economics and Statistics, vol.52, pp.169-210. 
[13] Johansen S., 1991, “Estimation and hypothesis testing of Co-integrating vectors in Gaussian 
vector autoregressive models”, Econometrica, 59: 1551–1580. 
[14] Layson, S., (1983), “Homicide and Deterrence: Another View of the Canadian Time Series 
Evidence”, Canadian Journal of Economics, 16, 52-73. 
[15] Kawai, Masahiro. 2002. "Exchange Rate Arrangements in East Asia: Lessons from the 1997– 98 
Currency Crisis." Monetary and Economic Studies 20, no. S-1: 167–204. 
[16] Kawai, Masahiro, and Shigeru Akiyama. 1998. "The Role of Nominal Anchor Currencies in 
Exchange Rate Arrangements." Journal of the Japanese and International Economies 12, no. 4: 
334–87. 
[17] Mansoor H. Ibrahim, Yen Dollar exchange rate and Malaysian macroeconomic Dynamics, The 
development economies, XLV-3 2007:315-38. 
[18] Krugman, Paul, and Lance Taylor. 1978. "Contractionary Effects of Devaluation." Journal of 
International Economics 8, no. 3: 445–56. 
[19] Lange, Ronald H. 2005. "Determinants of the Long-Term Yield in Canada: An Open Economy 
VAR Approach." Applied Economics 37, no. 6: 681–93. 
[20] Lastrapes, William D., and Faik Koray. 1990. "International Transmission of Aggregate Shocks 
under Fixed and Flexible Exchange Rate Regimes: United Kingdom, France, and Germany, 1959 
to 1985." Journal of International Money and Finance 9, no. 4: 402–23. 
[21] MacKinnon, James G. 1996. "Numerical Distribution Functions for Unit Root and Cointegration 
Tests." Journal of Applied Econometrics 11, no. 6: 601–18. 
[22] McKinnon, Ronald I., and Gunther Schnabl. 2003. "Synchronised Business Cycles in East Asia 
and Fluctuations in the Yen/Dollar Exchange Rate." World Economy 26, no. 8: 1067–88. 
[23] Rajan, Ramikishen S. 2002. "Exchange Rate Policy Options for Post-crisis Southeast Asia: Is 
There a Case for Currency Baskets?" World Economy 25, no. 1: 137–63. 
[24] Sazanami, Yoko, and Seiji Yoshimura. 1999. "Restructuring East Asian Exchange Rate 





Table shows average exchange rate and premium 
Table shows the unit value indices and term of trade 
 
Source: Economic survey of Pakistan 2008-09 
 
Graph shows the real effective exchange rate trends 
 
 
